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From the Boardroom

Last year was a period of significant
change for the Federal Reserve Bank
of San Francisco. Foremost among the
changes was new leadership.

John Balles, who served the Bank
with distinction for more than 13
years as President and Chief Executive
Officer, retired in January and was
succeeded by Bob Parry. In August,
Carl Powell was named First Vice Pres-
ident and Chief Operating Officer.
Among other important management
developments, Tom Thomson joined
the Bank as a member of the Manage-
ment Committee and Executive Vice
President in charge of central bank
functions, which include Economic
Research and Public Information, Sta-
tistical and Data Services, and Super-
vision and Regulation. Finally, Tom
Warren, also a member of the Man-
agement Committee and an Executive
Vice President, moved to our Los
Angeles Branch to lead the Bank’s
efforts in serving one of the nation’s
largest financial centers.

One important challenge to the
Bank in 1986 was to continue provid-
ing high quality service while control-
ling costs in accordance with the
Federal Reserve’s decision to embrace
the spirit of Gramm-Rudman budget
cuts. To achieve the objective of
spending less than called for by the
Bank’s approved budget for 1986, we
restructured several functions and
strengthened their management by
adding individuals with proven exper-
tise in cost controls. These moves,
along with other initiatives that
enhanced productivity, helped the
Bank hold 1986 expenses 2.4 percent
below budget.

Another challenge last year was the
completion of several innovative tech-
nological projects that will form the
foundation for better payments ser-
vices for years to come. STAT, a pack-
age developed for the Federal Reserve
System by the San Francisco Fed and
now in place throughout the entire
System, will process a broad spectrum
of data provided by depository institu-

| the federal budget deficit and mea-

tions. A second nationally used system
developed by San Francisco called
SHARE was enhanced to handle new
types of Treasury securities, including
mortgage-backed securities. Two
other systems implemented in 1986
— Treasury Direct and the Integrated
Accounting System — advanced the
Bank’s capabilities to deliver service
electronically and to provide more
information in a timely fashion to our
institutional and individual customers.
In our priced payment services,
expanded electronic access continued
to be a major theme as we introduced |
new electronic products improving
our Fedwire and Automated Clearing
House capabilities.

The heightened efficiency and ser-
vice capabilities afforded by advances
in electronic banking are sometimes
accompanied by new types of risks as
well. Last year, the Federal Reserve
System implemented new policies to
restrict possible risks on large-dollar
transfers of funds. Bank staff worked
closely with employees of District
institutions to ensure that the imple-
mentation of these policies was effec-
tive and appropriate for each
institution.

Monetary policy is another vital
area of responsibility for the Bank. In
1986, changes at the international as
well as the domestic level created
uncertainties for the policy environ-
ment. The large impact of foreign
trade on the U.S. economic outlook |
led Bank economists to focus particu-
lar attention on the slow reaction of
the U.S. trade deficit to the drop in
the dollar. Uncertainties for the eco-
nomic outlook were also created by

sures to control it and by the passage
of tax reform legislation. Banking
deregulation made the monetary
aggregates a less reliable set of guide-
posts for policymakers. These uncer-
tainties made the conduct of
monetary policy more difficult than
would have been the case in a more
stable environment.

|
|
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Supervisory and regulatory respon-
sibilities were also conducted last
year in a changing arena. District
banking markets were substantially
modified by the acquisition of
Crocker National Corporation by
Wells Fargo — the largest banking
consolidation in U.S. history. Inter-
state banking became a prominent
issue as, by the end of last year, every
state in the District except Hawaii had
passed legislation authorizing inter-
state acquisitions. To play our super-
visory role most effectively, the Bank
stepped up several aspects of its

' ongoing examinations of state mem-

ber banks and bank holding
companies.

Because of the large expanse of the
Twelfth Federal Reserve District, the
Federal Reserve Bank of San Francisco

| has developed a variety of ways to

inform a geographically dispersed
public about its policies and activities.
Last year, the Bank expanded its pub-
lic outreach to the District through an
extensive program of speeches —
including talks by the Bank’s presi-

| dent, senior management, econo-

mists, and other head office and
branch staff. Economic publications
and videotapes produced by the Bank
reached tens of thousands of people
in the nation as well.

The Bank’s branch offices play a
special role in providing service to
the District. Here, too, we saw a great
deal of change — most notably in Los
Angeles, where a new branch build-
ing to serve the West’s most populous
financial market neared completion.
The new building will provide the
ability to improve payments services
to depository institutions in Southern
California, Arizona, and Southern
Nevada and will serve the public in
other ways as well — by contributing
to the revitalization of the surround-
ing South Park neighborhood, and by
providing hands-on economic educa-
tion through The World of Economics
exhibition featured in the main lobby.



In meeting the challenges of 1986,
management was particularly aided
by the strong involvement and sup-
port of the Bank’s Boards of Directors
at its headquarters office and its
branches in Los Angeles, Portland, Salt
Lake City, and Seattle. We especially
would like to extend our thanks and
appreciation to the directors who
completed their terms of service in
1986: Alan C. Furth, Chairman of the
Head Office Board (Vice Chairman,
Santa Fe Southern Pacific Corpora-
tion, and President, Southern Pacific
Company, San Francisco), Harvey J.
Mitchell, director of the Los Angeles
Branch (President and Chief Execu-
tive Officer, Escondido National Bank,
Escondido, California), Lola McAlpin-
Grant, director of the Los Angeles
Branch (Attorney, Inglewood, Califor-
nia), William S. Naito, director of the
Portland Branch (Vice President, Nor-
crest China Company, Portland,
Oregon), and Albert C. Gianoli, direc-
tor of the Salt Lake City Branch (Presi-
dent and Chairman of the Board, The
First National Bank of Ely, Ely,
Nevada); as well as G. Robert Truex,
Jr, our 1985-86 Federal Advisory
Council Member (Chairman of the
Board and Chief Executive Officer,
Rainier Bancorportion, Seattle, I
Washington). }

We also wish to thank the officers }
and staff of the Bank, who worked dil- ‘
igently to achieve a successful year.

The professionalism and dedication of |
our almost 2,500 employees were crit- |
ical elements in the Bank’s success
during 1986. Because the active
involvement of people is especially
crucial in an environment of rapid
and widespread change, this Annual |
Report highlights the personal com-
mitment of Bank employees in their
role of serving the people and institu-
tions of the Twelfth District. We fully
recognize that it is only through the
efforts of all who work here that suc-
cess can be achieved.

Robert T. Parry Fred W. Andrew
President Chairman
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From left, Alan C. Furth, Chairman (1986), Fred W. Andrew, Chairman
(1987), and Robert T. Parry, President.
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Economic Research

The staff of economists at the San
Francisco Reserve Bank, like their
counterparts elsewhere in the System,
provide economic analysis to the
Bank’s directors and president to as-
sist them in carrying out their respon-
sibilities in monetary policy and bank
regulatory and supervisory matters.
Policy analysis is used mainly in regu-
lar economic briefings for directors
and related special presentations, as
well as extensive briefings for the
president before his participation at
the Federal Open Market Committee,
or FOMC — the body within the
Federal Reserve responsible for mak-
ing monetary policy.

At the core of the Bank’s economic
policy analysis is a program of basic
research. By monitoring and analyz-
ing national and regional develop-
ments, this program seeks to identify
and explain the key economic issues
monetary and regulatory policy need
to address. The results of this research
and policy analysis also form the core
of the Bank’s public information pro-
gram, taking the forms of publica-
tions, speeches to outside groups,
conferences, seminars, and \
audiovisual aids. ;

In addition, because of our unique
position on the edge of the growing
Pacific Basin economy, the Bank main-
tains a significant Pacific Basin pro-
gram. Through meetings and
exchanges of visitors, we foster closer
ties among the central banks and gov-
ernments of the region. We also pur-
sue studies in the economies of the
region, and we serve as a clearing-
house for information provided by
the region’s central banks. |

Delay in Trade Improvements

Briefings for bank directors and the
president on monetary policy in 1986
focused on key areas of uncertainty in
the outlook for the national economy.

Foremost among those uncertainties
was the influence of the trade deficit
on economic growth. At the begin-
ning of the year, most observers
thought the foreign trade balance of
the United States would improve sub-
stantially in response to the sharp 35
percent depreciation of the foreign
exchange value of the dollar since
early 1985, and give economic growth
a major boost. The expected improve-
ment did not take place, and a signifi-
cant part of the Bank’s analysis
concentrated on understanding why.
Whether the anomaly was permanent
or temporary became a central issue
in assessing the outlook for 1986-87.

Our analyses indicated that the dis-
appointing performance of the trade
balance was due to an important
extent to a failure of imported goods

prices to rise as fast as historical expe-

rience would have predicted, given
the decline in the dollar’s purchasing
power abroad. However, new esti-
mates of the relationship between the
dollar and import prices, while not
conclusive, suggested that import
prices would at least partly catch up
in subsequent years. In other words,
an improvement of the trade account
in response to the lower dollar, while
it might be postponed, ultimately
would occur.

The Bank'’s economic staff also ana-
lyzed the question of whether the
increasingly important role played by
imports to the U.S. from newly indus-
trialized countries (NICs) in the
Pacific Basin (such as Korea and Tai-
wan) could account for the unex-
pected behavior of the trade balance.
The dollar had depreciated very little
against these countries’ currencies
compared to those of our nation’s tra-
ditional major trading partners (for
example, West Germany and Japan).
Our analysis, however, suggested that
the dollar had declined enough to
generate improvement in the trade
picture even with the changes in our
trading patterns.

Deficit Reduction and Tax Reform

The uncertainties surrounding the
efforts of Congress to come to grips
with deficit reduction also clouded
the outlook for 1986-87. Public dis- »
cussion had focused to an important
extent on the direct contractionary
effects of lower government spending
on economic activity. Our research
drew attention to an indirect offset-
ting effect. We noted that lower
federal budget deficits would reduce
the need for capital imports and
thereby take upward pressure off the
dollar. The resulting improvements in
the trade balance would stimulate the
economy.

The impact of tax reform on the
national economic outlook also
received considerable attention. The
research staff estimated that the siz-
able shift in the burden of taxation

| away from households towards busi-

nesses embodied in the reform would
have roughly no net effect on eco-
nomic growth over the two-year span
1987-88. However, tax reform would
reduce economic growth in the first
vear by approximately one-half per-
cent, and the economy would grow
somewhat more rapidly in 1988 to
make up the difference.

Continuing Inflation Concerns

The forces shaping the inflation
outlook in 1986 and 1987 also came
under intensive scrutiny. Relatively
lackluster growth over the past two
years meant no significant wage and
cost pressures at home; unremarkable
growth left international develop-
ments — the collapse in the price of
oil in 1986 and the substantial decline
in the value of the dollar since 1985
— to be the key determinants of the
inflation outlook.



Our estimates indicated that, in
1986, the upward cost pressures from
the weaker dollar, and consequently
more expensive imports, had been
largely offset by the spectacular 58
percent decline in the price of oil
between November 1985 and July
1986. However, the same estimates
showed that almost all of the defla-
tionary impact of a lower oil price
would be over by 1987, whereas the
decline in the dollar’s value through
1986 would continue to feed inflation-
ary pressures to the U.S. economy
during 1987.

Monetary Analysis

The Bank’s economic research also
focused on analyzing regulatory
issues and their effects on the mone-
tary aggregates used in making mone-
tary policy. During 1986, the final
steps were taken to phase out deposit
interest rate ceilings at commercial
banks and thrifts. The removal of vir-
tually all deposit interest rate restric-
tions over the past six years opened
the way for more people to earn rates
of return comparable to market rates
on their bank and thrift accounts.

At the same time, the key M1 mone-
tary indicator (which includes all cur-
rency and fully checkable deposits
held by the public) began to behave
peculiarly, growing rapidly despite
lackluster economic growth and mod-
erate inflation. Whether or not
deregulation was largely responsible,
M1's usefulness as a monetary target
and indicator was severely impaired.
The Federal Reserve consequently de-
emphasized the use of M1 as a guide
to making monetary policy.

In this monetary policy environ- I

ment, the question arose of whether
deregulation had impaired the
broader monetary aggregates — M2
and M3 — which encompass M1 but
also include other types of accounts
and instruments such as savings
deposits and money market mutual
funds. The issue was critical because
the monetary aggregates provide an
“anchor” for the Federal Reserve’s
long-run strategy of bringing down
inflation and achieving reasonable
price stability.

The Bank’s economic research indi-
cated that deregulation had not sig-
nificantly compromised M2 and M3.
Much of the rapid growth in M1
represented the transfer of funds from }
accounts and instruments that were in
the broader M2 and M3 measures.
Thus, while shifts of funds among
various accounts had destabilized M1,
they had left the broader totals rela-
tively unaffected. This “stability” sug-
gested that M2 and M3 were still
useful monetary targets.

Deposit Insurance

Complementing analvtic work on
the economic outlook and monetary
policy, the Bank also studies develop-
ments in the banking industry, with a
particular focus on issues in banking
and regulatory and supervisory policy.
One of these issues has been the
increased number of bank failures in
the 1980s, made more prominent last
year by the highest number of failures
since the Depression. We traced the
increase in bank failures mainly to
unforeseen changes in regional and
international economic conditions,
and concluded that the increase does
not appear to be a result of deregula-
tion as some critics of that policy have
alleged.

Federal deposit insurance was
another primary focus of banking
research. The nation has been wit-
nessing strong market pressures from
both inside and outside the banking
industry to erode the legislative walls
that have separated commercial bank-
ing, investment banking, and com-
merce since the 1930s. Even within
the legislated bounds of banking,
banks increasingly have sought new
markets through so-called “off-balance
sheet” activities, which include loan
commitments and letters of credit.
And, with growing frequency, bank
loans are packaged into securities that
can be traded in financial markets.

Although the public stands to gain
from these developments, the exten-
sive insurance guarantee of the
Federal Deposit Insurance Corpora-
tion raises the possibility that more
and more financial activities could be
insured either directly or indirectly by

' the federal government. Moreover, the

serious funding problems of the
Federal Savings and Loan Insurance
Corporation (the government agency
responsible for insuring savings and
loan institutions) have made concerns
about risks to the insurance funds
even more pertinent.

Our research studies found that the
present deposit insurance system
helps protect against bank runs, but
that the system also creates an incen-
tive for insured institutions to lower
their capital ratios, to increase the risk
of their assets, or to choose other
strategies that may increase the risk to
the insurance funds. These studies
also assessed proposed deposit insur-
ance and banking regulation reforms
intended to avoid the adverse incen-
tives of our current system.



Antitrust Policy

Ongoing research also examined
the effects of the structure of banking
markets on the conduct and perfor-
mance of banks — an important issue
in banking antitrust policy. One
research project studied the effects of
the level of competition on deposit
rates paid by banks, and another
looked at the effects of market con-
centration on the entry of banks into
new geographic markets. These pro-
jects found evidence that banks tend
to pay lower deposit rates, and new
bank entry tends to be greater, in
highly concentrated banking markets.
This evidence suggests that profits
may be somewhat higher than the
competitive rate in these concen-
trated markets.

Regional Research

A unique feature of the Federal
Reserve System, with its network of
regional Reserve Banks, is its ability to
accumulate and analyze statistical data
and other information obtained
directly from the various regional
economies in the United States.
Because of the uneven patterns of
economic activity across the nation
during the 1980s, this “grassroots”
information has proven to be par-
ticularly useful in recent vears in
helping the Bank form its views on
monetary policy.

Last vear, regional research focused
on the divergent problems facing spe-
cific industries and states within the
West. Our studies showed a positive
turnaround in the forest products
industry, and an aerospace industry
that was bolstered by a pick-up in air-
line orders and a levelling of defense
orders at a historically high level. On
the negative side, the Alaskan econ-
omy and parts of the central Califor-
nia valley were hit hard by the drop
in oil prices. Agriculture and agri-
cultural lenders continued to fare
poorly as well. The value of farmland
continued to slide and the volume of
problem agricultural loans at com-
mercial banks and the Farm Credit
Banks in the West grew sizably.

The semiconductor industry also is |
important to many of the western
states, and it has been on a roller
coaster ride over the past few years. A
key issue for U.S. semiconductor
manufacturers is the intense competi-
tion from Japan. Our research sug-
gests that, given the nature of the
industry and, to some extent, the cost
advantages of Japanese producers,
U.S. firms can expect little relief from
stiff competition in the vears ahead.

Public Information

Like other Reserve Banks, we have a
public information program that
strives to enhance public awareness
and understanding of the purposes,
functions, and activities of the Federal
Reserve System. Our program tries to
provide the public with the informa-
tion needed to understand and evalu-
ate the conduct of monetary policy,
regulatory actions, and other Federal
Reserve responsibilities. We also sup-
port the public information activities
of Bank management and other
departments.

Information and Education

The core of our public information
program has always been the publica-
tion of economic research on impor-
tant policy issues facing the U.S.
economy and the Federal Reserve.
Short articles by research economists
on topical subjects written for a broad
audience appear in the Bank’s Weekly
Letter, which has a circulation of
21,600, and reaches a larger audience
through frequent newspaper citations
and reprints. Qur quarterly Ecoromic

Review, with 19,000 readers, comple-

ments the Letter by providing longer,
more in-depth analyses.

Another way the Bank informs the
public about economics is through
The World of Economics exhibition,
permanently installed in the lobby of
our San Francisco office. Last vear, this
exhibition attracted about 14,000 visi-
tors, including nearly 7,000 students
who found the exhibition to be fun

| and informative. In 1986, the Bank

completed plans to make the content
of the exhibition accessible to the
public in other areas of the Twelfth
District. In the Los Angeles Branch,
The World of Economics exhibition
has been replicated almost in its
entirety and will be open to the pub-
lic in 1987. Both our Seattle and Port-
land Branches have planned to make
two interactive computer games from
the exhibition available to the public
in portable units.

Audiovisual materials constitute
another element of the Bank'’s eco-
nomic information program. The
monthly Fed Views program features
interviews with Bank economists on
major issues in the economy, and is
designed primarily for our Branch
directors and management. Last vear,
we added two more units to 7he
World of Economics Audiovisual Edu-
cation Series specifically designed for
high school use — one on interna-
tional trade and the second on the
history of economic thought. Two ear-
lier units focused on money’s role in
the economy and economic decision-
making, respectively. The humorous
approach used in the Series attracted
more than 1,200 requests in 1986, and
an audience conservatively estimated
at around 30,000 students. When com-
pleted in early 1987, the Series will
consist of six videotapes with match-
ing curriculum materials. As more
states mandate the study of eco-
nomics in high school, the demand
for educational materials such as our
Series will continue to grow.



The Bank’s tour program adds a
personal dimension to our public
information efforts. In 1986, 14,000
visitors toured the Bank’s operational
areas and viewed films and videotapes
about the Federal Reserve and eco-
nomic issues. Videotapes produced by
the Bank that cover a wide range of
economic issues also are shown reg-
ularly at open noontime screenings in
the lobby auditorium in San
Francisco.

Media Outreach and Speeches

The media relations portion of our
public information program both
responds to inquiries from the press
and supports the Bank’s outreach to
the public. During 1986, the bulk of
media inquiries concerned the role of
the Federal Reserve in regulatory and
operation matters, especially the
acquisition of Crocker National Bank
by Wells Fargo, First Interstate’s draft
application to acquire Bank of Amer-
ica, and the new Treasury Direct pro- \

|
|

gram. Toward the end of 1986, we
expanded media support for bringing |
the published writings and briefing
documents of our economists to the
attention of the press by establishing a
program of direct contact with |
selected press. l
\

Last vear, our new president under-
took an extensive public speaking
program that required expanded
media relations support. In about 30
speeches throughout most of the Dis-
trict, the president addressed business
and community leaders, policy-
makers, and news media on topics
that included the economic outlook,
challenges to monetary policy, deposit
insurance, and banking deregulation.

Other senior management and
Bank staff gave about 120 speeches
throughout the vear, an increase of 10
percent from 1985. The groups
addressed ranged from business
forums and university audiences to
legislative committees. Topics
included fiscal and monetary policy,
regional economics, challenges to
deposit insurance, and the role of
Federal Reserve Bank directors in sys-
tem policymaking.

Research Library

To help meet the Bank’s own infor-
mation needs, our Research Library
offers current news and reference ser-
vices to Bank staff that range from cir-
culating a daily news packet and
answering specific questions to
providing in-depth support for ongo-
ing projects. In 1986, the Library
responded to nearly 1,800 in-house
requests for information. Automation
is a key component of this effort, and
last vear, the Library expanded both
computerization of internal opera-
tions and use of online databases for
reference searches.

The Library also plays a key role in
public outreach by providing informa-
tion about the Federal Reserve and its
activities to audiences outside the
Bank, including financial institutions,
business and academic communities,
government agencies, the media, and
other libraries. In 1986, our librarians
responded to about 3,400 such public
requests. To answer common interest
rate inquiries, 19,000 of which were
received last vear, we provide a
recorded telephone message updated
weekly. We also allow special use (by
appointment) of our collection, which
is regarded as one of the finest in eco-
nomics and banking in the West and
which includes unique materials on
Pacific Basin countries.

Branching Out

Our Branch offices play essential
parts in the Bank’s outreach to the
Twelfth District by adapting District-
wide materials to their own special
needs, as well as by producing inno-
vative programs of their own. In 1986,
the Portland Branch co-sponsored
with the Oregon Governor’s Council
of Economic Advisers a two-day sym-
posium — “Oregon’s Great Pos-
sibilities” — designed to encourage
current and future economic growth
in that state. The Salt Lake City Branch
regularly invites representatives of
various trade and business associa-
tions, such as members of Utah’s
importexport community, to join the
Branch board of directors for lunch
and a presentation by an economist
or member of senior management
following regularly scheduled board
meetings.

In 1986, Seattle again offered
“Inside the Fed,” in which students
from local universities simulated a
meeting of the Branch board of direc-
tors with emphasis on the “economic
go-around” in which directors
exchange their economic views. Look-
ing ahead, Los Angeles has planned a
multi-faceted public information pro-
gram, which makes use of 7he World
of Economics lobby exhibition, to
serve the most populous financial
center in the West.



Supervision, Regulation, and Credit

Promoting a sound financial system
by supervising and regulating state
member banks and bank holding
companies is the central activity of
our Supervision, Regulation, and
Credit department. This involves, pri-
marily, examining banking entities
and processing applications for such
activities as mergers and the establish-
ment of bank holding companies and
their international and domestic sub-
sidiaries. Processing applications
involves consultations with other
Bank departments, especially Bank
counsel and economic research, as
well as meetings with the applicant
and affected parties.

General Improvement

Our examiners evaluate banks’
assets, liabilities, organization, sys-
tems, and internal controls, and assess
their compliance with banking laws
and regulations. Last year, we found
that most banks in our District
improved the quality of their assets
and maintained their profit margins.
Credit problems were confined to a
few institutions whose portfolios were
dominated by loans to weak sectors of
the economy, such as agriculture and
energy. The number of commercial
bank failures in our District increased
to 13 (or about 10 percent of the
national total) but involved a smaller
volume of assets at $461 million than
the $623 million high that resulted
from 12 bank failures in 1984.

The results of each examination are
reported to the senior management of
the bank examined, to that bank’s
directors, and to the Board of Gover-
nors of the Federal Reserve. Where
problems are identified, examiners
recommend corrective actions. We
had formal corrective programs in
place at 31 bank holding companies
and state member banks, down
slightly from the 39 total for 1985, and
we continued to work closely with
other federal and state agencies in
coordinating examinations and other
supervisory activities. We ‘also fostered
increased participation by personnel

from state banking departments in
various System examiner training pro-
grams conducted regionally.

Enhanced Supervision

The Bank implemented a major ini-
tiative to strengthen bank supervision
in 1986. The initiative called for
increasing the frequency and scope of
state member bank examinations and
bank holding company inspections,
and for improving the communication
of examination findings to each
institution’s board of directors. The
required additional staff and training
activities were phased in over the
course of the year, and will allow us
to meet the full 1987 schedule
planned for the initiative.

In another change implemented as
part of the enhanced supervisory pro-
gram, we emphasized the internal sur-
veillance systems of bank holding
companies and state member banks
in evaluating their financial condition.
The increased frequency of reports
and the greater detail now available
from regulatory reports filed by finan-
cial institutions permit us to incorpo-
rate more intensive analytical review
into our pre-examination planning. In
brief, we will be able to choose an
institution whose reported data indi-
cate a deterioration in its condition
for earlier examination, and an
institution with strong financial
indicators for less frequent examina-
tion. We will be able to identify
potential problems earlier and make
a better allocation of staff.

Last year, we also incorporated
changes in the formats of examination
and inspection reports made by the
Federal Financial Institutions Exam-
ination Council and the Board of Gov-
ernors in our automation of report
preparation and processing
procedures.

Mergers and Interstate Banking

The Bank processed a number of
applications in 1986 that significantly
altered the structure of major banking
markets in the District. The most
important was the application by
Wells Fargo and Company to acquire
Crocker National Corporation, which
resulted in the largest consolidation
of banking organizations in U.S.
history.

Another significant development
affecting applications was the move-
ment of states to enact legislation per-
mitting interstate commercial
banking. By the end of 19806, all states
in the Twelfth District, except Hawaii,
had passed legislation authorizing
interstate acquisitions of banks by out-
ofstate holding companies. We pro-
cessed eight interstate applications,
four of which were to acquire Arizona
banks as institutions from other states
moved to participate in the growth of
Arizonas economy. The number of
interstate acquisitions is expected to
increase in 1987 when the regional
provisions of California’s new inter-
state banking law take effect.

The total volume of applications
dropped slightly from that in 1985.
The number of applications for new
bank holding company formations
decreased by almost S0 percent, con-
firming that the rapid movement dur-
ing the early 1980s toward this form
of bank ownership has subsided.
Largely offsetting this decline was an
increase in applications by our Dis-
trict’s 329 bank holding companies for
acquisition of banks and nonbanking
companies as well as entry into new
lines of business. The character of
these applications suggests, however,
that most bank holding companies
have a cautious, selective attitude
toward expansion.

International economic conditions
in 1986 continued to restrain overseas
expansion by District banks. The vol-
ume of international applications fell
by one-third and most applications



GEORGE WESTERMAN and JO
MALINS, Review Analysts, Applications
Unit, Supervision, Regulation, and
Credit Department. George Wester-
man processed the application by
Wells Fargo & Company to acquire
Crocker National Corporation; the
processing for this largest acquisition
in banking bistory was completed in
only 45 days. Jo Malins handled the
proposal by Lioyd’s Bank Plc to
acquive Standard Chartered PLC —
the fourth and fifth largest banking
organizations, respectively, in Great
Britain — which involved holdings of
domestic banks.

How would you describe the Review
Analyst’s job?

JM: I find the work a lot like case-
work in business school. You
look for acceptable variations of
financial, managerial, legal, and
competitive components. By
acceptable, I mean consistent
with statute and with policy set
by the Board of Governors. The
analyst doesn’t do all of that, so
the parallel to a “project man-
ager” is also relevant. We're
exclusively responsible for the
financial and managerial ana-
lyses.

I agree with Jo. We act as the
central point in the coordina-
tion of all information flows,
and produce the memorandum
to the Board of Governors that
contains the Bank’s recommen-
dation for action on an
application.

GW:

What do you look for in an applica-
tion? ‘
GW:  We have specific information
requirements that enable us to
evaluate the many aspects that Jo
has mentioned. But, in a general
sense, we review what an
institution wants to do and
ensures that the way it proposes
to go about doing it is funda-
mentally sound.

Often, the applicant’s
responses raise new questions
involving financial, legal, or pol-
icy issues that need to be pur-
sued and resolved.

JM:

Can you philosophize about the
applications process?

| JM:

GW:

Certainly our mandate is to
ensure the safety and soundness
of banking, and, in that sense, I
can do what I do with a sense of
purpose. Safety and soundness
in the public interest . . . I can
get behind that.

Right now, bank holding com-
panies are really driven by an
entrepreneurial spirit; they want
to be competitive with less regu-
lated providers of financial ser-
vices. We see proposals that are
highly innovative, but, of course,
as regulators, our level of risk
aversion is much different.

The application is basically a
regulatory vehicle. We make
sure that what happens in the
banking industry happens in an
orderly manner — one that is

( consistent with banking law and
System policies and guidelines.

However, the applications
process is not adversarial. We're
all in it together, and I feel we
have a good rapport with the
District’s vast clientele.

But it’s not so much what we
do for the specific applicant. I
feel it’s mostly what we do to
maintain public confidence in
the banking system.

I get satisfaction just from
being involved. I can come in at
7:30 some mornings and I'll
already have a whole stack of
phone messages because of the
time difference with the East
coast. That’s the kind of stuff that
really keeps me going. Crocker/
Wells was the largest consolida-
tion in U.S. banking history, and
I was right there!




involved only minor additional invest-
ments or modifications to previously
approved activities. NO new export
trading companies were approved
during the year, and bank holding
companies that had previously
received approval for these com-
panies continued to run them on a
relatively small scale. Congress autho-
rized export trading companies in
1982 to encourage U.S. exports, but
the results to date have been disap-
pointing largely because of the loss of
export markets since that time.

Moderate Borrowing

A key adjunct to our supervisory
and regulatory responsibilities is the
supply of needed liquidity to eligible
depository institutions. Our Credit

Unit also has responsibility for admin- |

istering the Federal Reserve’s policy
on reducing the risk inherent in
large-dollar transfers.

Borrowings for short-term adjust-
ment credit and seasonal needs
remained moderate throughout 1986.
The number of borrowers accommo-
dated at what is generally called the
“discount window” decreased to 130
from 149 in the previous year. A num-
ber of smaller institutions continued
to experience serious financial prob-
lems and received advances under the
“other extended credit program”
while they took other steps to

improve liquidity. In several instances, |

advances from the discount window
provided the time needed by regula-
tors to arrange an orderly closure of
failing institutions.

Total collateral pledged by Twelfth
District institutions amounted to $21.0
billion at the end of 1986, down from
$26.3 billion in 1985 due primarily to
the merger of two large institutions
and consolidation of their collateral.

Consumer Affairs

In San Francisco, our Supervision,
Regulation, and Credit Department
also administers consumer credit laws
and regulations and encourages com-
munity development and reinvest-
ment through a community affairs
unit. Consumer Affairs continued to
provide advice to banks and informa-

| tion to consumers about the wide

body of consumer protection laws
and regulations. Our staff handled
approximately 200 consumer com-
plaints against state member banks
last year, about the same number as in
1985. Nearly 20 percent of those com-
plaints involved allegations of
unauthorized withdrawals from auto-
matic teller machines.

In a program begun in 1985, con-
sumer affairs examiners conducted
their regular compliance examina-
tions with an increased reliance on
“off-site” analysis of documents and
records. This procedure permitted
more thorough reviews in advance of
examinations, especially at those
banks growing quickly or experienc-
ing problems.
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Community Affairs

Our Community Affairs function
promotes the goals of the Community
Reinvestment Act by assisting com-
munity groups and financial institu-
tions in forming community
development programs. This assis-
tance can take the form of education
as in our sponsorship of a major con-
ference in 1986 to keep commercial
bank compliance officers and
attorneys informed of the standards
expected under the Community Rein-

vestment Act. Assistance can also take

the form of acting as a liaison or facili-
tator in resolving differences. On sev-

| % .
eral occasions last year, Community

Affairs and Bank counsel met with
protest groups and applicants when
bank merger applications raised con-
troversial community issues. Other
ways in which we assist the com-
munity development process include
informational meetings with groups
such as the Bay Area Urban Bankers
Association and the provision of meet-
ing facilities where planning for com-
munity development can take place.



Management Committee

(Seated, from left)

Thomas D. Thomson, Executive Vice President
Robert T. Parry, President

Thomas C. Warren, Executive Vice President
(Standing, from left)

Carl E. Powell, First Vice President

Michael J. Murray, Senior Vice President
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Bank Administration

The management of the San Fran-
cisco Reserve Bank continually strives
to improve the efficiency and
reliability of all Bank operations. Each
year, senior management sets new
objectives designed to meet and antic-
ipate the developing needs of finan-
cial institutions, the federal
government, and the general public
in innovative ways.

During 1986, a new management
team directed the completion of sev-
eral major multi-year initiatives that
will act as the foundation for deliver-
ing reliable, cost-effective services for
years to come. These initiatives
included automation efforts that
embraced new software and new
technology; the implementation of a
Federal Reserve policy to reduce risk
in the electronic transfer of large dol-
lar payments; expansion of disaster
contingency plans; and laying of new
foundations in the form of a new
building for the Los Angeles Branch.

Benefits from these initiatives will
accrue to both the Bank and our
customers. The Bank will benefit from
greater flexibility and ease in its inter-
nal operations. Our customers and
the public will receive more depend-
able, secure, and higher quality ser-
vices. Already, the initiatives have
helped the Bank hold 1986 expenses
2.4 percent below the budgeted level
— a savings of nearly $3.3 million —
as part of our program to comply with
the spirit of the Gramm-Rudman-
Hollings balanced budget legislation.
Looking ahead, the greater operating
economies now available will enable
us to tighten control over our
expenses.

| commonly used by the Federal

Automation Efforts

Over the last several years, the
Bank has completed a major automa-
tion program that has transformed the
way we organize our operations, the
services offered, and the technologies
used. In the area of software develop-
ment, we have focused primarily on
developing and installing systems that
were designed for use throughout the
Federal Reserve System. Our compu-
ter operations area has also changed
significantly. Whereas many functions
involved batch processing in the past,
they are now conducted on-line to
provide better service to our large,
geographically dispersed customer
base.

We have devoted a great deal of
attention to upgrading the Data Cen-
ters in our Head Office in San Fran-
cisco and our four Branches using
uniform up-to-date technology; we
have implemented an intradistrict
data communications network; and
we have centralized most major pro-
cessing functions in San Francisco. In
many respects, we have reached a
plateau in our efforts, having estab-
lished a stable automation and com-
munications environment that meets
current and anticipated future needs.

Software Applications

The Bank staff that develops and
supports business systems was par-
ticularly active in 1986 with the crea-
tion, installation, and maintenance of
the eight critical software applications

Reserve System. San Francisco was the |
development site for two of those
eight applications. The Banking Statis-
tics Application (STAT), was com-
pleted in 1985 and installed in all
other Reserve Banks and the Board of
Governors in early 1986. STAT pro-
cesses a wide range of data collected
from depository institutions, includ-
ing basic information some of which
is used to compute the various money

supply measures. The new system will
significantly reduce the costs of main- |
taining the data and increase flex-

{

ibility in responding to changing data
collection needs.

The automated securities handling
system (SHARE) is the second applica-
tion developed in San Francisco.
Major enhancements to SHARE during
1986 included increasing its capacity
to support the Treasury in its new
securities offerings, such as mortgage-
backed securities and discount notes.

In addition to developing software
for the Federal Reserve System, San
Francisco also installed several major
software applications developed
elsewhere. One of these, the Inte-
grated Accounting System (IAS) is the
new standard accounting application
being installed throughout the
Federal Reserve System. Culminating
a three-year effort, IAS was success-
fully implemented on schedule in all
five offices of this Bank. Implementa-
tion was accomplished with no major
disruption to ongoing operations or
customer services thanks largely to
extensive planning, training, and pre-
testing.

The three modules that make up
the core of the IAS — Data Entry,
General Ledger, and Deposit Account-
ing — are fully integrated with one
another, unlike the systems they
replaced. As a result, IAS has enabled
the Bank to centralize and standardize
the automated accounting functions
for the District and thereby enhance
our ability to incorporate changes
while affording greater control of
financial data. The use of 1AS
throughout the Federal Reserve Sys-
tem will ensure national consistency
and compatibility in customer
accounting services. IAS also provides
the framework for the future elec-
tronic delivery of accounting informa-
tion and will allow us to centralize
our accounting functions further in
support of cost-containment efforts.
IAS will benefit depository institutions
by helping the Federal Reserve meet
the evolving needs of an interstate

| banking environment.



TERRY LEJA, Employment Administra-
tor, Personnel. In 1980, the Bay Area
Urban Bankers Association awarded
the Federal Reserve Bank of San Fran-
cisco its Bank of the Year Award for
outstanding work with their organi-
zation. The Bank was also nominated
Jor the Governors Award for Employ-
ment of the Handicapped.

What purposes does community out-

reach serve?

TL: It serves two purposes. First, the
Personnel Department is con-
tinually seeking ways to increase
our presence in the community
in order to encourage people,
especially minorities, females and
the handicapped, to apply for
positions at the Bank. One way
we can do this is through our
involvement with local
organizations.

Second, it is our way of providing
support to the community,
especially for student groups and
community organizations that
need professional and administra-
tive assistance. Basically, we want
to be a good corporate citizen.

Would you give some examples?

TL: We've worked with the Bay Area
Urban Bankers Association — a
minority banking group that
helps their adult members
develop professionally and
provides college scholarships for
high school students. We hosted
their scholarship reception last
year at which Mr. Parry, the Bank’s
President, gave the keynote
address. We were also a sponsor
for their national affiliates’ con-
ference in the summer. We
helped organize the conference,
made our conference facilities
available, and participated in a
job fair. In recognition of this sup-
port we received the “Bank of the
Year” award.

I serve on the Job Forum, which
is a Chamber of Commerce panel
made up of professionals in the
Bay Area who give advice to job
seekers. The Bank will be par-
ticipating in the Bay Area Urban

League Job Fair, which focuses on
employing minority students in
high school and college.

Members of the Personnel
Department also serve on several
employers advisory boards for
local colleges. I serve on San
Francisco State University’s Board,
as a member of the workshop
committee — assisting students
in transferring their liberal arts
degrees to the business world.
We also seek to create a more
positive image of the liberal arts
degree in the employer’s mind.

Another committee I'm involved
with is the Community Volunteers
Consultants Committee, affiliated
with the Northern California
Human Resources Council. We
provide volunteer consulting ser-
vices to nonprofit groups. For
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example, we helped an Indian
tribal group resolve some organi-
zation issues that subsequently
helped them obtain funding.

How are you personally committed to
what you do?

TL: One of the nice things about what
I do is that I can take some per-
sonal feelings, personal commit-
ments, and put them into action.

The Bank asks a lot from the com-
munity, and after all, the Bank is
composed of people who live
here, who work here, and who
send their children to schools in
the Bay Area. The people here at
the Bank absorb a lot of the
resources from the community; it
is our responsibility to replenish
some of these resources through
our outreach efforts.




New Technology

To meet the growing use of compu-
ter resources, the Bank upgraded its
computer in the San Francisco Data
Center with a central processor that
makes use of state-of-the-art technol-
ogy and which should serve the
Twelfth District’s needs for the next
several years.

Along with developing new soft-
ware and upgrading our data centers,
the Bank has also emphasized the
innovative use of computer-related
technology. For example, we have
established a substantial base of
microcomputers that work in concert
with our large mainframe processors.
We are also expanding the use of
somewhat larger computers dedi-
cated to serving the needs of individ-
ual departments. The new Cash
Automation System is one example of
the successful use of such technology.

Payments Systems Risk

The growing electronic sophistica-
tion of the financial industry has also
posed some major risks to the
nation’s payments system. Last year,
the Bank completed implementation
of the Federal Reserve Board’s policy
to reduce risks on systems that trans-
fer large-dollar payments. The new
policy, which took effect March 27,
1986, calls for electronic transfer net-
works and individual institutions to
limit the amount of credit risk they
pose to the payments system.

Each institution that participates in
a large-dollar funds transfer network,
including the Federal Reserve's Fed-
wire service, is encouraged to adopt a
cross-system net debit cap. The cap
establishes an institution’s maximum
intra-day overdraft amount. An over-
draft occurs when an institution wires
out more funds than it has in its
account with the Federal Reserve or
when it sends more funds over a pri-
vate funds transfer network than it has
received. The cap is based on each
institution’s evaluation of its own
creditworthiness, operational con-
trols, and credit policies and pro-
cedures. The Federal Reserve, and
other supervisory agencies, then
review each institution’s evaluation
file during regular financial
examinations.

During the year, the Bank worked
with institutions throughout the Dis-
trict to ensure that appropriate steps
were being taken to conduct evalua-
tions and to establish caps limiting
the level of intra-day overdrafts. We
also incorporated a review of each
institution’s evaluation file into the
Federal Reserves regular financial
examination program.

Disaster Contingency Planning

A crucial part of any sound busi-
ness practice is providing backup
capability in case disaster disrupts
regular operations. In 1986, through
rigorous testing and documentation,
we enhanced disaster contingency
plans that call for locating the San
Francisco data center to the Federal
Reserve System's computer con-
tingency site at Culpeper, Virginia and
moving some critical operations to
other Twelfth District Branch offices.
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In San Francisco, the addition of
technological improvements in ser-
vice of the disaster contingency plan
improved the Bank’s emergency read-
iness. A new generator will allow the

. Head Office building to become
' energy self-sufficient should there be

a local power outage. A Crisis Hotline,
installed in San Francisco, will
provide employees and their families
current information on the status of
Bank operations after a disaster.
Finally, an emergency radio system
will enable senior managers to com-
municate with the Bank and one
another from their homes during any

| local telephone failure.

The contingency planning effort
also was expanded to include the four
Branch offices, where comprehensive
plans were developed to provide crit-
ical services with efficient recovery
from emergencies and long-term
computer outages. Through its par-
ticipation in the Earthquake Recovery
Task Force of the California Bankers'
Clearinghouse Association, the Los
Angeles Branch joined a Bank emer-
gency radio network in the Los
Angeles Basin.

Together, these efforts enable us to
minimize business interruptions and
related costs and ensure the ongoing
delivery of critical services to Bank
customers in the event of short-term
or long-term service disruptions.



The New Los Angeles

After a decade of planning and
three years of construction, the Bank
neared completion of a new building
for the Los Angeles Branch. Services
provided by the Los Angeles Branch
make it among the largest units in the
Federal Reserve System; they include
check processing, cash and fiscal

operations, and bank supervision. The

building will be fully occupied and
dedicated in March 1987 in conjunc-
tion with the joint meeting of the
Twelfth District Head Office and
Branch Boards of Directors.

Within the District, the Los Angeles
Branch serves about 4,000 depository
institutions and their branches, hand-
ling the largest volume of federal tax
deposits and processing over a billion
dollars daily in its automated clearing
house activities. The savings bonds
operation in Los Angeles is the
regional processing center for the
Twelfth District in original issues over
the counter, reissues, and redemp-
tions. This operation puts the Los
Angeles staff in contact with more U.S.
savings bonds agents in a larger pop-
ulation base than any other District in
the System.

The move into the new building
began toward the end of the summer
of 1986 with installation of computer
equipment followed shortly by the
relocation of check processing and
related activities in October. Cash
operations occupied the vaults and
basement area prior to December.

In the short time that these large
operating departments have occupied
the new facility, the quality of services
has improved dramatically. Adequate
vault space, expanded operating areas,

and up-to-date equipment have
increased the efficiency of Branch
operations and boosted the morale of
Branch employees.

Service reliability also has been
vastly improved by the installation of
a second computer that backs up the
Branch'’s data processing capacity. In
addition, service continuity during
power outages was assured with the
installation of emergency generators
and an uninterruptable power supply.

The new facility plays a major role
in the program of the Los Angeles
Community Redevelopment Agency to
revitalize the surrounding 100-acre
South Park area. Designed by
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Building

Dworsky and Associates, the structure
stands out as a fine example of con-
temporary architecture. An undulating
granite wall in the front of the build-
ing defines a graceful pedestrian
arcade, and bows out toward the
street to enclose a multi-storied skylit
atrium containing the Branch’s lobby.

The World of Economics, a major
exhibition explaining economic prin-
ciples and the workings of the U.S.
economy, is featured in the main
lobby. Open to the public, the perma-
nent exhibition is a replica of one that
has proven to be a highly popular and
effective educational tool in the Head
Office building in San Francisco.
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Branch Operations

(From left)

Angelo S. Carella, Senior Vice President in Charge, Portland
Thomas C. Warren, Executive Vice President in Charge, Los Angeles
Gerald R. Kelly, Senior Vice President in Charge, Seattle

H. Peter Franzel, Senior Vice President in Charge, San Francisco
(Nort available for photograph)

E. Ronald Liggett, Senior Vice President in Charge, Salt Lake City
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Priced Payments Services

The Federal Reserve in its role as a
provider of wholesale banking ser-
vices strives to promote the efficiency,
safety, and soundness of the nation’s
payments system. To the average
depositor, an efficient payments sys-
tem means ready access to cash as
needed and a shorter hold on depos-
ited checks. To depository institutions,
an efficient payments system means
much the same: cash as needed to
meet customer demands and the
quick and reliable transfer of funds
between accounts.

As required by the Monetary Con-
trol Act of 1980, many of our pay-
ments services are priced to
encourage competition, and thereby
greater efficiency, in the market for
financial services. Approximately
1,500 depository institutions in the
San Francisco Reserve Bank’s District
use one or more of the Bank's ser-
vices. Electronic access to those ser-
vices has proven particularly popular;
we have over 1,200 terminals now in
use at customer sites.

Check Services

The Federal Reserve Bank of San
Francisco handles the largest check
volume of any District in the Federal
Reserve System. In 1986, the number
of individual checks processed for
collection exceeded 2.5 billion. More-
over, moving checks in our nine-state
district, which is roughly one-third
the geographical size of the United
States and spans five time zones,
requires a highly sophisticated check
transportation system. Given the sub-
stantial volume and complexity of our
check collection system, we con-
tinually seek opportunities to improve
service levels and quality.

Our success in meeting the needs
of our diverse market is partially the
result of extensive market research
and listening and responding to
customer concerns. During this past
year, Bank representatives participated
in numerous industry meetings and
seminars to discuss current issues in
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check collection, two of which stood
out: the slow processing of dishon-
ored or returned checks and the
delayed availability of funds. “Delayed
availability” is simply the number of
days a bank holds a check before
making the funds available to the
depositor.

Return Item Notification

Late in 1985, as part of our effort to
respond to these payments system
issues, we implemented the Large-
Dollar Return Item Notification Ser-
vice. This new service, which applies
to checks in the amount of $2,500 or
more, provides a means of notifying
the institution whose customer first
deposits a “bad” check that the check
has been dishonored. Because this
notification must now take place
within 48 hours, the new service has
substantially improved the timeliness
and reliability of the return item
process.

In addition, we are developing
automated systems to replace
obsolete equipment used to process
return items and checks rejected by
high-speed sorters. The new systems
will be operational in all our check
processing centers by September
1987.

Finally, to help depository institu-
tions understand our check collection
process better, we have updated and
simplified both our “Guide to Making
Deposits” and “Adjustments” manuals.
These newly designed publications
will be ready for distribution early in
January 1987.

Much of the success in our current

| check processing service is the result

of our long-standing commitment to
identifying the future needs of deposi-
tory institutions. In this regard, we are
a principal participant in a System-
wide effort to explore new tech-
nologies for check and return item
truncation. One new technology,
called digital image capture, would
enable us to record check informa-
tion on computer files rather than
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microfilm. Digital image processing
could be a cost-effective and reliable

| means of transmitting, storing, and

receiving check information. Studying
the feasibility of new technologies
helps us establish the methods that
will lead to further efficiencies in the
payments system.

Electronic Payments

Our electronic payments services
provide the means for transferring
funds (or payments) from institution
to institution or account to account
via telephone lines and computers.
One of these services is Fedwire,
which is the Federal Reserve’s funds
transfer system providing same-day
transfer of funds and settlement of
payments. The Automated Clearing
House (ACH) also provides for the
electronic exchange and delivery of
payments, but ACH payments transac-
tions are processed in batches twice
daily and settlement is made on a
next-day basis. ACH has traditionally
been used for high volume payments
of low dollar amounts, such as payroll
deposits or Social Security payments.
Fedwire is more often used for high
dollar transfers. Both the Fedwire and
ACH services can be accessed in a
variety of ways, including personal
telephone contact, delivery of a mag-
netic tape, and computer connection.

Fedwire

For our priced electronic payments
services, we have put the emphasis on
improving security and reliability, and
have continued to promote the use of
electronic access methods. Last year,
we installed a new release of the
Funds Transfer software that supports
Fedwire, and nearly completed the
encryption of our communications
connections with all Fedwire
customers. The encryption project,
which started in the fourth quarter of
1984, will be completed in early Janu-
ary 1987. Our installation manage-
ment team has made over 1,000 trips
to depository institutions to deliver
encryption boards and help with their
installation.




BARBARA TARRANT, Analyst, Installa-
tion Management. One of the major
projects of Installation Management
last year involved installing ercryp-
tion for FedLine, On-line and compu-
ter interface connections in the
District and conducting some limited
on-site training at FedLine terminals.
Barbara Tarrant was part of this
group effort. In addition, she partici-
pated in the Bank’s project team that
developed the FedLine Check Returns
product, resolved customer problems,
and tested new software in support of
the Bank'’s products.

Describe what you do.

BT: I work with customers who use
our microcomputer products,
training them in the use of the
products and helping them over
the phone as well as on location
when problems arise. Also I help
develop new products; we give
input to the design and testing of
new products, and develop
customer-oriented documenta-
tion. Installation Management is
basically a support group to our
customers and, internally, a
development group.

Can you describe your relationship
with the customers?

BT: Most of the time, we're dealing
with people who use funds trans-
fers — our main product. When
they run into a problem transfer-
ring large sums of money they
can panic, while we have to
remain calm in helping them. To
us, working with our products
has become automatic, but we
have to keep the customer’s per-
spective in mind.

We also keep in mind that people
with a wide range of expertise
use our programs: anyone from
clerks to VPs, depending on the
size of the bank. In some small
banks, five people make up the
operations staff and everybody
does everything. The training we
provide must be appropriate for
different levels of personnel.

Usually, our customers do not
have a technical background. So
in all our training programs we
assume that the customer has
never seen a PC before. Depend-
ing on the product, customers
may come here to be trained or
we send the product out with
documentation. For the most
part, the customers are anxious
to learn and enjoy solving their
own problems once they feel
comfortable with our electronic
services.

How do you want your customers to ‘
view you?

BT: I think the name “Federal Reserve ‘
Bank” scares a lot of people ini-
tially — they think it’s a very for-
mal organization. We represent

the Federal Reserve to a lot of
these institutions, and for some
of them, we're the only people at
the Fed they ever deal with. So
they come to us for help in areas
not related to our electronic
products too.

We joke with them, try to be
friendly, not stufty, and hope they
see us as ‘real” people. I've been
in Installation Management for
four years and the number one
rule is that the customer comes
first. When a call comes in, it’s
answered at that time. We follow
up on equipment problems even
when it means going to different
departments throughout the
Bank. I think our customers feel
we are thinking about them and
meeting their needs.




Because service reliability must
include predictable operating hours,
we have made a concerted effort to
reduce the number of days when Fed-
wire closing times are extended. We
also continue to test and refine our
contingency plan to ensure that the
funds transfer system will operate
even in the event of a crisis or natural
disaster.

ACH Improvements

Automated is the key word in ACH.
Our consolidation in San Francisco of
ACH processing for the Seattle, Port-
land and Salt Lake City branches gives
us the opportunity to make some sig-
nificant automation improvements to
our services. For instance, our ACH
staff in San Francisco and each of our
consolidated Branches now has on-
line access to information about
customer transactions. This method of
retrieving information means that we
can respond more quickly to
customer inquiries. In 1986, Los
Angeles benefited from the installa-
tion of a new release of Systemwide
ACH software.

The biggest improvements to our
ACH service are those gained by
customers who choose to access ACH
electronically. In 19806, we introduced
three electronic access products:
FedLine ACH Return Items, FedCom,
and Bulkdata. In early 1987, deposi-
tory institutions will also be able to
receive daily ACH transactions on
FedLine.

FedLine ACH Return I[tems enables
a customer to enter return items into
a microcomputer and transmit them
to us through a telecommunications
connection. This method eliminates
the physical paper return and associ-
ated item fee, and, since the delivery
method is electronic, gives the
customer more processing time to
meet the ACH deadline.

FedCom and Bulkdata, both elec-
tronic access methods, enable a
customer to send to or receive ACH
transactions from us using a com-
munications connection. Because we

offer a range of electronic access
products, depository institutions of |
various sizes and varying degrees of |
computer sophistication can choose |
the access method that best suits their |
needs.

FedLine, a microcomputer system
introduced in 1982 to allow a wider
range of depository institutions direct
access to the Bank’s funds transfer sys-
tem, continued to attract more
customers. At the end of 1986, we had |
over 1,000 FedLine customers. %
FedLine’s tremendous acceptance has
enabled us to handle 99.8 percent of
all funds transfer messages
electronically.

Cash Transportation and
Securities Services

We also provide priced transporta-
tion services for currency and coin as
a means of fostering efficient and safe
access to cash. Because we act as a
liaison between contracted carriers
and depository institutions in the
design of armored car routes, we are
in a position to coordinate the cash

transportation needs of a number of
depository institutions in one region.
We are thus able to maintain favorable
transportation costs and improve ser-
vice to our customers, particularly
those located in remote areas.

In early 1986, we established a cash
terminal in Phoenix to consolidate
cash shipments for many institutions,
and thereby reduce costs and improve
service levels for institutions
throughout Arizona.

The Bank also offers a variety of
securities services to depository
institutions, including the safekeeping
and transfer of book-entry (elec-
tronically recorded) securities issued
by government agencies. These
priced safekeeping services continue
to grow at a fast pace. In 1986, we
made improvements to the securities
transfer service to handle mortgage-
backed securities issued by Fannie
Mae and Freddie Mac. We also
developed several other features to
improve our customers’ backroom
operations.

Summary of Operations

Custody Services
Cash Services
Currency paid into circulation
Coin paid into circulation

Securities Services
Savings Bonds original issues
Savings Bonds redemptions processed
Other Treasury original issues
Food Coupons processed

Payments Services
Check Services
Commercial checks collected
Government checks processed
Return items processed
Electronic Payments Services
Wire transfers processed
Automated clearinghouse
transactions processed

Discounts and Advances
Tortal discounts and advances*
Number of financial institutions

accommodated*

*Whole number (not in thousands)
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Volume (thousands)

1983 1984 1985 1986
1,925,085 2,188,831 2,438,168 2,651,545
5,078,150 5,302,832 4,773,270 4,980,392

1,235 1,549 2,019 2,821
285 279 293 231
116 138 108 63

333,512 310450 272231 265,921
1,997,022 2,140,020 2,431,129 2,690,145

96,136 95,548 93,451 91,458

24,707 35,580 28,800 31,239

8,671 10,361 11,457 12,632

91,838 111,408 129930 150,272

1,234 2,348 1,818 1,074
108 136 149 130



MARY CARRUTH PATRICK, Product
Planning Analyst, Product Manage-
ment. As a product planning analyst,
Mary Patrick coordinates the develop-
ment of new electronic access prod-
ucts that connect our customers to the
Bank’s FedlLine products, which
include Funds Transfer, Cash Order-
ing, UpDate Statements, UpDate
Checks, ACH, and Check Retuirns.
Mary Patrick leads the project team
Sfor FedCom ACH, one of the newest
electronic access methods.

What do you consider the most

important part of what you do?

MP: Communication is the most
important part of my job because
if I'm not communicating with
people, the product we come out
with may not fit anyone’s needs or
expectations. So I'm on the
phone a lot — as you can see by
the photo!

To determine what the customer
wants, we start with data from
customer surveys and informa-
tion from Branch Financial Ser-
vices staff who visit our customer
institutions regularly. Sometimes
we receive ideas directly from
customers. In fact, customer feed-
back has resulted in built-in
“help” screens and tutorials in the
newer products.

Once we gather this information
together, the Bank’s Computer
Services Group gives us a general
understanding of the technical
implications of potential prod-
ucts, and the various operating
departments let us know how the
product can be delivered. Installa-
tion Management, which provides
customer training and on-going
technical support, and Product
Management work closely on
new product development and
on enhancing current products.

If our communication process is
successfuil, both internally and
with our customers, we find that
each new product is a little bet-
ter than the last.

What kinds of new products might we

see?

MP: There is a big growth in the
demand for tools which provide
our customers timely, usable
information about their activity
with the Fed. Products that handle
transaction data, such as a return
item notification or a wire trans-
fer, will still be important, but the
need for ready access to informa-
tional services will increase
rapidly.

Right now, we are taking a critical
look at the FedLine/FedCom
products we currently offer to
identify any gaps in our product
line and to determine if there are
areas that may need improve-

ment. And we are continually
looking at the technologies avail-
able to us for providing these
products; these technologies may
allow us to provide better, more
timely information to our
customers.

Now s a good time for our
customers to think about what
types of information they need
that could be delivered elec-
tronically. And they should com-
municate that information to us.




Governmental Services

The Bank is an important provider |
of fiscal and financial services to the
United States government and to the
public on behalf of the government.
Our primary fiscal services to the U.S.
Treasury include the issuing, servic-
ing, and redemption of Treasury
securities (Treasury bills and notes)
and savings bonds, and the distribu-
tion of cash and coin to depository
institutions. Additional financial ser-
vices provided to government agen-
cies include check collection and ‘
funds transfers, and the processing of |
electronic payments and food |
coupons.

Securities Services

We achieved an important
milestone in 1986 with the implemen-
tation of the Treasury Direct system in |
all five Twelfth District offices. Treas-
ury Direct, developed jointly by the
U.S. Treasurv and the Federal Reserve |
System, allows individuals to hold ‘
their Treasury securities in their own
book-entry safekeeping accounts. A
book-entry account is simply an elec-
tronic record of transactions. The new
system, which will ultimately maintain
accounts for over two million inves-
tors throughout the country, provides
comprehensive statements of account
transactions. Principal and interest
payments are made directly — elec-
tronically — to the investors’ accounts
at participating depository
institutions.

Under Treasury Direct, engraved
certificates will no longer be issued.
All future U.S. Treasury marketable
bills, notes, and bonds will exist only
in book-entry form. Advantages to the
Treasury Direct book-entry system
include accurate and current transac-
tion information, faster tracing of
items, and no lost or misplaced Treas-
ury certificates.

|
Most people will recall television |

news stories in late October 1986 of
long lines of customers in cities
throughout the country waiting to buy
United States savings bonds just
before the guaranteed interest rate
was lowered from 7.5 percent to 6
percent. We too had our share of
customers as we accepted applica- \
tions for nearly 300,000 bonds in less |
than three days. That total was nearly
four years’ worth of normal volume!
Ten weeks later, we completed pro-
cessing all applications.

The new reduced guaranteed rate
on savings bonds has not lowered the
popularity of savings bonds as an
investment alternative for many peo-
ple. To accommodate the increasing
volume of bonds purchased through
payroll savings plans, the Bank has
purchased additional equipment and
is preparing to centralize the issuance
of all payroll bonds on magnetic tape |
from the San Francisco office begin- |
ning in early 1987.

Payments Services

The Federal Reserve is the largest
processor of government checks in
the United States and handled over 90 1
million of them in 1986. The San :
Francisco Reserve Bank collects, sorts, |
pays, and cancels all U.S. government
checks deposited in financial institu- |
tions in the nine western states. We |
provide the Treasury Department with
microfilm and magnetic tape records |
of all checks — a process known as
truncation — and ship the cancelled
items to a storage facility.
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The Federal Reserve also serves as
the chief agent for relaying electronic
transfer payments, such as Social
Security payments, from the govern-
ment to individuals and business. We
issue Treasury checks associated pri-
marily with government securities
transactions. As part of a Systemwide
program to reduce the cost of pro-
cessing government payments, we are
preparing to use Federal Reserve
checks in place of government checks
for payments made on behalf of the
U.S. Treasury. Our checks will be
known as fiscal agency checks since
we will be functioning as an agent for
the U.S. government. This new pro-
gram will be in place in all offices
early in 1987.

Cash Services

The San Francisco Reserve Bank is
responsible for distributing and recir-
culating currency and coin to deposi-
tory institutions throughout the nine
western states. As such, we have the
second highest cash processing vol-
ume in the System. To accommodate
this high volume, we use high-speed
equipment to count, sort, and verify
currency deposits. These high-speed
machines have dramatically increased
the efficiency of our operations and
raised the quality of currency in
circulation.

During 1986, the Bank developed
and installed a new Cash Automation
System in all Branches. This minicom-
puter-based system provides auto-
mated record-keeping and accounting
of all processing activities.

Looking ahead, we are working
with other Reserve Banks to develop
improved “second generation” cur-
rency processing equipment, and will
continue to encourage the use of
electronic systems.




2 o San Francisco
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Directors

Directors of the Federal Reserve
bring management expertise to the
task of overseeing Reserve Bank oper-
ations. They provide information on
key economic developments in
various areas of the District, comple-
menting the Bank's internal research.
In addition, Board members give
advice on the general direction of
monetary policy, especially with
regard to the Bank’s discount rates.

Head Office

Chairman of the Board and
Federal Reserve Agent

Fred W. Andrew

Partner

Andrew & Williamson Sales Co.

Bakersfield, California

Deputy Chairman

Robert F Erburu

Chairman of the Board and
Chief Executive Officer

The Times Mirror Company

Los Angeles, California

Carolyn S. Chambers
President and Chief
Executive Officer
Chambers Communications Corp.
Eugene, Oregon

Rayburn S. Dezember

Chairman, President and
Chief Executive Officer

Central Pacific Corporation

and Chairman

American National Bank

Bakersfield, California

Spencer E Eccles
Chairman, and

Chief Executive Officer
First Security Corporation
Salt Lake City, Utah

Donald J. Gehb
President and Chief
Executive Officer
Alameda Bancorporation and
Alameda First National Bank
Alameda, California

John C. Hampton

President

Willamina Lumber Company
Portland, Oregon

Togo W. Tanaka

Chairman

Gramercy Enterprises, Inc.
Los Angeles, California

George H. Weyerhaeuser
President and Chief
Executive Officer
Weyerhaeuser Company
Tacoma, Washington

Federal Advisory Council
Member

John D. Mangels

Chairman

Rainier National Bank

and President

Rainier Bancorporation
Seattle, Washington

Dezember




Los Angeles

Chairman of the Board
Richard C. Seaver
Chairman

Hydril Company

Los Angeles, California

Thomas R. Brown, Jr.
Chairman of the Board
Burr-Brown Corporation
Tucson, Arizona

Seaver

Yvonne Brathwaite Burke

Senior Partner

Burke, Robinson, Pearman
Attorneys at Law

Los Angeles, California

Robert R. Dockson
Chairman

CalFed, Inc.

Los Angeles, California

Fred D. Jensen

Chairman of the Board, President
and Chief Executive Officer

National Bank of Long Beach

Long Beach, California

Howard C. McCrady

Chairman of the Board

Valley National Bank of Arizona
Phoenix, Arizona

William L. Tooley

Chairman

Tooley & Company
Investment Builders

Los Angeles, California
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Portland

Chairman of the Board
Paul E. Bragdon
President

Reed College

Portland, Oregon

Herman C. Bradley, Jr.
President and Chief
Executive Officer
Tri-County Banking Company
Junction City, Oregon

John A. Elorriaga

Chairman and Chief
Executive Officer

United States National Bank
of Oregon

Portland, Oregon

G. Johnny Parks

Former Northwest Regional Director

International Longshoremen’s &
Warehousemen’s Union

Portland, Oregon

Wayne E. Phillips, Jr.
Vice President
Phillips Ranch, Inc.
Baker, Oregon

Sandra A. Suran

Partner

Peat, Marwick, Mitchell & Co.
Portland, Oregon

G. Dale Weight

Chairman and Chief
Executive Officer

Benjamin Franklin Savings
and Loan Association

Portland, Oregon

Elorriaga

Phillips

Weight

27

Parks

Suran



Salt Lake City

Chairman of the Board
Don M. Wheeler

President

Wheeler Machinery Company
Salt Lake City, Utah

Gerald R. Christensen
President and Chairman
First Federal Savings

& Loan Association
Salt Lake City, Utah

Lela M. Ence

Executive Director

University of Utah Alumni
Association

Salt Lake City, Utah

Ronald S. Hanson
President

Zions First National Bank
Salt Lake City, Utah

Fred C. Humphreys
Director

Moore Financial Group
Boise, Idaho

Robert N. Pratt
President

Moriah Enterprises, Inc.
Bountiful, Utah

Humphreys D. N. “Nick” Rose
President and Chief
Executive Officer
Mountain Fuel Supply Company
Salt Lake City, Utah
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Seattle

Chairman of the Board
John W. Ellis
President and Chief
Executive Officer
Puget Sound Power & Light Company
Bellevue, Washington

H. H. Larison
President

Columbia Paint Co.
Spokane, Washington

Byron I. Mallott

Chief Executive Officer
Sealaska Corporation
Juneau, Alaska

Larison

John N. Nordstrom
Co-Chairman of the Board
Nordstrom, Inc.

Seattle, Washington

Carol Nygren
Managing Partner
Laventhol & Horwath
Seattle, Washington

Nordstrom
W. W. Philip
Chairman of the Board

and President
Puget Sound National Bank
Tacoma, Washington

William S. Randall
Chairman, President and
Chief Executive Officer
First Interstate Bank
of Washington, N.A.
Seattle, Washington

Philip
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Comparative Statement of Account

(Thousands of Dollars)
December 31
1986 1985
Assets
Gold certificate aCCoUN . . . . .. .. $ 1,470,000 $ 1,361,000
Special Drawing Rights certificate account. . . .............. .. 670,000 590,000
OtherCash. . . ..o 106,026 83,682
Loans to depository INSHIULIONS. . . . . .. oot ettt 21,050 41,840
Federal Agency obligations .. ... ... .. 1,091,697 1,103,353
United States Government securities:
Bills 14,470,075 11,456,076
NOES o . 9,499,237 9,071,851
BONAS. . . 3,586,854 3,315,969
Total United States Government Securities . . . ... ................... ... 27,556,166 23,843,896
Total loans and seCUuritie€s . . . ... ... ... ... 28,668,913 24,989,089
[tems in process of collection . . ... ... . 1,544,691 1,607,278
Bank premises. . . ..o 153,781 128,015
Operating €QUIPIMENT. . . .. ..ottt ettt et e 31,503 27,785
Other assets:
Denominated in foreign CUurrencies . ... 1,496,892 1,101,355
Al Other. . 451,117 443219
Interdistrict Settlement ACCOUNT . . . . .. ..ot 154,261 1,333,364
Total @SS@LS . . . . . .. .. 34,747,184 31,664,787
Liabilities
Federal RESEIVE NOES. . . . . .. . 23,371,204 24,210,803
Deposits:
Total depository insSttUtONS—TESEIVE ACCOUNTS. .« .+« ottt v e et e e e e et et e 9,037,467 4,979,368
FOLGISIY: ¢ ws sius nis w5 592 45 585 a5 5 Sm i ws CHEME §5 DMF 46 £53 66 S84 65 5035 TMIME 6 S1a 15 2 23,700 23,550
Otherdeposits. . . ... 81,595 106,447
Totaldeposits . . . .. ... ... ... 9,142,762 5,109,365
Deferred creditite€ms . . . .. ... . 1,390,792 1,479,492
OtherlHabilities . . . . .. 300,946 304,181
TORLLHADIMGES ;. 5 vos sn vz smams s ms swiims sMims 5508 A0 ERIED THISI LEIMs LHIBS 1B 34,205,704 31,103,841
Capital Accounts
Capital paidin. ... 270,740 280,473
SUFPLUS: ¢ 5555 sms vosms sesms soams amemas@ans smeks s9eba s@ims s Femsneisins Wans s mams 270,740 280,473
Total liabilities and capitalaccounts . . . ................. ... ........ ... ... 34,747,184 31,664,787
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Earnings and Expenses

(Thousands of Dollars)
December 31
1986 1985

Current Earnings

Discounts and advanCes . . . .. . . oo $ 2,447  $ 4,106

United States GOVEernment SECUTLITIES . . . .. . oo ottt e e e e 2,205,867 = 2,219,340

FOTCIZH CUTTENCIES s s wwiime ewsin sms 8 65 s 6o eus F0ma 45 (s 63 LMy fs 685 08 LRIRA aHv s D57 s 62,188 35,859

INCOME frOMSEIVICES . . . . . i e e e e 72,767 69,524

Allother. . . 1,997 1,740

Total current @aArMENGS . . . ... ... ... 2,345,266 2,330,569
Current Expenses

TOl CUMTENT EXPENSES . . . o o vttt e et e e e e e e e e e e e e 136,643 128,391

Less: reimbursement for certain fiscal agency and other expenses . ...................... 12,314 10,589

NELEXPEOIISCS . . . ..ottt 124,329 117,802

Cost OF€ArNINGSICIEAIN . & 55 555 e wmems 55585 5880 qmemn 53055 FhFmm s 5 8EHE ESame mm e 7,853 7,711

CurrenNt NEtCArMANES . . . . .. ... .ot 2,213,084 2,205,056
Profit and Loss

Additions to current net earnings

Profit on sales of United State Government securities (net). .. .......................... 9,193 12,967

Profit on foreign exchange transactions (N€L) ... ...........ouiitiiti . 311,360 189,977

Total additions. . . . ... . 320,553 202,944

Deductions from current net earnings

Allother. .. 5,692 1,268

Total dedUucCtions . . . .. ... 5,692 1,268

Netadditions (+)deductions (—). ........... ... .. .. . ... + 314,861 +201,676

Assessments by Board of Governors

BOArdEXPERUITUIES 55 v caosms smeap cmsmssms b insaa i s (Hsis SREHE SHIRG 55853 FHIR & — 14,937 —12,150
Federal ReServe CUrr@nCY COSIS . . ... o\ttt et et —24,121 - 21,726

Net earnings before payments to the United States Treasury ... ......................... 2,488,887 2,372,856

Dividendspaid . . .. ... 16,343 16,237

Payments to the United States Treasury (interest on Federal Reserve notes) ............... 2,482,277 2,331,636

TrARSIErred tO SUFDIUS s s s ws cn s amsms smsms v0is s 0micp sMams (@ImF SR EEs SRz s ¥HEmE 3L —9,733 24,983

Surplus, January 1. .. ... 280,473 255,490

Surplus,December3] ... ... 270,740 280,473
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San Francisco Office
PO. Box 7702, San Francisco, California 94120

Los Angeles Branch
PO, Box 2077, Terminal Annex, Los Angeles, California 90051

Portland Branch
PO. Box 3436, Portland, Oregon 97208

Salt Lake City Branch
PO. Box 30780, Salt Lake City, Utah 84125

Seattle Branch
PO, Box 3567, Terminal Annex, Seattle, Washington 98124

This report was prepared by the staff of the Federal Reserve Bank of San
Francisco: produced by Karen Rusk; graphics designed by William Rosenthal;
edited by Gregory J. Tong. Assistance provided by Economic Research; Supervi-
sion, Regulation and Credit; and Corporate Planning, which coordinated the
contributions of District Operations, Computer Services, Finance and Product
Management, Statistical and Data Services and Personnel.
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